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Re: Requlrements as to collateral under the
provisions of Section 7 of Article 1524a.

Dear Mr. Falkner:

We have received your request for the opinion of this
office involving the appllication of the provlisions of Artilcle
152%a, Vernon's Civil Statutes, to certain factual situatlons.
In answering your request we will discuss separately each fac-
tual situation in the order stated in your request.

"1l) A corporation regularly borrows large sums of
money from several banks, insurance companies and
other financial institutions, pledging its notes
receivable as securlty for such lcans. The moneys
borrowed are used by the corporation in making
loans to the general public, consistent with its
corporate purpose, 'to accumulate and lend money.'
The notes taken upon these loans are in turn used
as securlity for further advances to the corpora-
tion from the banks, insurance companies, and other
financial institutions.,

. "Section 12 of Article 1524a, V.C.S., provides
in part:

"y, . » The words "bonds," "notes," "certifi-
cates," "debentures," and "other obliga%ions," as
used in this Act, shall not be construed to cover
or include notes executed by corporations to banks
and other financial institutions for money borrowed
by such corporations for use in the usual course of
its business.'

"In the past we have not attempted to reguire
collateralization under Section 7 of Article 152ka
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of notes, bonds, debentures or other obligations
issued by the corporation to banks, insurance
companies or other financial institutions for
moneys borrowed. The question has been raised,
however, whether all bonds, notes, debentures or
other obligations issued by a corporation to a
bank or other financlal institution for moneys
borrowed come within the above-quoted exemption
set out in Section 12. Attorney General's Opin-
ion No. 0-5858, dated March 4, 1944, seemingly
makes a distinction between moneys borrowed 'in
the usual course of business' and moneys borrowed
'for the purpose of accumulating a working capi-
tal, !

"We would appreciate your opinlon as to

whether or not all notes, bonds, debentures and

- other obligations for moneys borrowed issued to
banks, insurance companlies and other financlal
institutions are exempt, by virtue of Section 12,
from the collateralization requirements of Section
7, Article 1524a, V.C.S. If not, under what cir-
cumstances shoulé collateralization be required?"

In construing the provisions of Article 1524a, Ver-
non's Clvil Statutes, it may be noted that the leglslative
intent in 1ts enactment was to provide a reasonable safeguard
for the public in the purchase of certain types of securities.
This Intent 1s evidenced by the repetition of the phrase,
"offer for sale or sell in Texas its bonds, notes, certifi-
cates, debentures, or other obligations" contained in Sections
1, 2, 4, 7, 8, 9 and 12 of the Act.

Section 12, supra, states that the words "bonds",
"notes", "certificates", "debentures", and "other obligations”
as used in the Act shali not be construed to cover or include
notes executed by corporations to banks or other finanecial in-
stitutions for money borrowed by such corporations for use in
the usual course of business, thereby making a dlstinction be-
tween money borrowed by a corporation evidenced by the notes
of the corporation, and money received from the gale of direct
obligations of the corporation to the general public by means
of personal or other solicitation. Stated differently, it was
the legislative intent to require collateralization under the
provisions of Section 7 of the Act of the sales made by the
corporation to the general public of the securities designated
which constitute direct obligations of the issuing corporation,
as opposed to requiring collateralization of notes evidencing
money borrowed bv the corporation from others for the purpose
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of carrying on its business where, as a part of the considera-
tion for the lending of the money, the lending institution
would generally require the borrowing corporation to furnish
collateral security therefor.

While it is true that the money recelved by a cor-
poration, whether from the issuance and sale of 1ts direct
obligations to the general public as an investment or money
borrowed from a bank or other financial institution, is used
In the operation of the business for which the corporation is
formed, it must be borne in mind that the Legislature, by the
addition of Section 12 of the Act, intended that a definite
line of demarcation be drawn between the corporation's right
to offer for sale and sell its direct obligations to the public
and the power of the corporation, under its charter, to borrow
money in the usual course of business as a negotiated loan to
be used in the conduct of its business.

The situatlon above deseribed is applicable to cor-
porations whose business it is to accumulate and lend money.
In order to lend money the corporation must necessarily have
a large amount of money available as working capital for the
purpose of making loans to third parties. A bank receives
deposits of A's money but uses A's money for the purpose of
making a loan to B. A's money 1s not the property of the bhank
but is the property of A, but it is used by the bank in the or-
dinary course of business of making the loan to B. Under the
banking laws the capital of the bank is required to be invested
in certain securities which are not available for the purpose
of making loans to customers of the bank. Thus, the position
of the corporation described above is analogous to that occu-
pied by a bank, and therefore it is our opinion that notes,
bonds, debentures, or other obligations for money borrowed by
the corporation from banks or other financial institutlions are
not subject to collateralization under Section 7 of the Act.

Opinion No. 0-5858 to the Honorable John Q. McAdams,
Commlssioner, by Honorable Grover Sellers, Attorney General of
Texas, approved March 4, 1944, holds that obligations issued to
banks or other financial institutions for the purpose of accumu-
lating a "working capital" as opposed to increasing its "operat-
Ing capital" are subject to collateralization. With this con-
e¢lusion we ars unable to agree, since, 1ln essence, the true test
1s whether the direct obligation of the corporation is offered
for sale and sold to the general publlc as opposed to the 1ssu-
ance of a dilrect obligation to a lending institution for the
purpose of evidencing money borrowed by the issuer to carry on
1ts business. Whether the proceeds are received for the pur-
pose of accumulating a working capital or increaslng its
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operating capital is immaterial. Opinion 0-5858 is overruled
insofar as 1t conflicts with thls opinion,

"2) A corporation has soliclted money from sev-
eral individuals, lssuing its notes to certain
of the individuais and issulng debentures and
bonds to the other individuals. The notes, de-
bentures and bonds issued have varying terms,
some becoming due and payable withlin a year and
others becoming due and payable in several years.
The corporation contends that such issuance of
its notes, debentures and bonds to individuals,
each being a separate transaction rather than
part of a series and each being issued in con-
sideration for moneys borrowed from the indi-
vidual, does not constitute a 'sale in Texas' of
obligations which must be collateralized under
Section 7, Article 1524a.

"In the past thls Department has required
collateralization of obligations issued to 1ndi-
viduals or companies other than banks, insurance
companies or other financilal institutions, irre-
spective of whether such issuance was the result
of a single transaction in which the corporation
borrowed money from the individual or company or
was one of a serles of obligatlions issued and
sold or negotiated to the general public.™

In the situation above described agaln the test to
be applied is whether the direct obligations of the corpora-
tion are offered for sale and sold to the general public as
opposed to the issuance of direct obligations to an individual
or company for the purpose of evidencing money borrowed by the
issuer to carry on its business. The mere fact that the lnstru-
ment evidencing the loan may be a note, bond, or debenture is
immaterial since each of these Instruments denotes a direct ob-
ligation on behalf of the issuer to pay money to the holder
thereof. It i1s also immaterial whether the direect obligation
is represented by a single instrument or a serles of instru-
ments, since it is the substance and not the form of the trans-
action which must be looked to in order to determine whether
such obligations should be collateralized by the lssuer under
the provisions of Section 7.

Although Section 12 refers specifically to "banks and
other financial institutions" we do not believe that the Legils-
lature intended to restrict the scope of the words "other in-
stitutions" to corporations engaged solely in the business of
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lending money to borrowers. For example, insurance companies,
mentioned in Section 13, are engaged primarily 1in the business
of issuing policles of insurance to the publiec, but under the
Insurance laws of the varlous states such companies are author-
ized to invest thelr capital, surplus and reserve funds in va-
rious types of investments, among which are generally included
loans to individuals, assoclations, and corporations which are
adeguately secured by collateral, In addition, there are many
educational institutions which control funds which are held in
trust for the beneflt of the institutlion and, under the terms
of the trust instrument such funds may be invested in loans to
persons, assocliations, and corporations which are secured by
adequate collateral. It is our opinion that the language of
Section 12 of the Act should not be restricted so as to prevent
a corporation from securing a negotiated loan from an individ-
ual, association, or corporation whose principal business is
not that of lending money to the general public, and if the
test of whether the transaction is a negotiated loan from or a
sale of securities to the lender is applied and the individual
transaction constitutes a negotiated loan, then the provisions
of Section 7, Article 152ka, are not applicable.

You have further stated that in the situation de-
seribed in (2) and in other situations several of the individ-
uvals involved have executed verified wailvers stating that the
individual 1s familiar with the requirements of Section 7, Ar-
ticle 1524a, and that it is his expressed wish and desire that
the corporation not be required to collateralize hls note in
accordance with Section 7, and ask whether you have the author-
ity to accept such a waiver in a case where collateralization
would otherwise be necessary.

There is no provision in Article 1524a, V.C.S., which
would authorize the agency charged with 1ts enforcement to
walve any of its provisions. It is fundamental that, unless
specifically suthorized, a public official charged with the en-
forcement of any law is prohlbited from walving any of the ob-
ligations imposed upon such public official under its provi-
sions. Therefore you do not have the authority to accept a
waiver of the requirements of Section 7, Article 1524%a, in any
case where collateralization of the obligation 1s required.

"3) A corporation issues and sells to the general
public its notes, secured by notes receivable held
by the corporation. The maturity dates of the
notes issued by the corporation vary except that
under no circumstances will the maturity dates ex-
ceed 180 days from date of issuance. In the event
it is held these notes are subject to the collater-
alization provisions of Section 7, Article 1524a,
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the corporation proposes the alternative plan
of selling the notes only to banks. In either
event the notes issued would be negotiable by
the holder.

"Please advise us whether or not the notes
issued and sold to the general public and the
notes 1ssued and sold to banks only are subject
to collateralization under Sectlon 7, Article
152%a,"

The test stated in answer to Questions (1) and (2),
supra, is again applicable to the factual situation just de-
seribed. The fact that the maturity dates of the notes issued
does not exceed 180 days is immaterial if such notes are sold
to the general public. In such case the provisions of Section
7, Article 1524a, are applicable since the transaction is a
sale, and the fact that the notes in questlon are proposed to
be sold only to banks and may be negotiated by the holder af-
ter the sale, does not alter the legal effect of the transac-
tion or dispense with the requirements of collateralization
since a bank is just as much a part of the public as an indi-
vidual,

In this connection our attention has been directed
to Opinion No. V-1489 by Honorable Price Daniel, Attorney Gen-
eral, dated August 6, 1952, which was addressed to you. You
have advised that from the factual situatlion stated therein
there is an implication that it is immaterial whether the’
transactions between the General Motors Acceptance Corporation
and the banks and other commercial firms acquiring the short-
term notes constitute loans to or purchases from General Motors
Acceptance Corporation., The application of the test mentloned
above as to whether the transaction constitutes a loan or a
sale must be applied to the lssuance and delivery of the short-
term notes in question, and to the extent that Oplnion V-1489
implies that a sale of short-term notes, whether to banks, com-
mercial firms, or automoblile dealers by General Motors Accept-
ance Corporation, i1s exempted from the provisions of Section 7,
Article 1524a, Opinion V-1489, is overruled.

L) A corporation issued and sold to the general
public a serles of shares of preferred stock. The
corporation proposes to replace the shares of pre-
ferred stock with either debentures or bonds or
both, of wvarying terms, at the option of the share-
holders. Such debentures or bonds will be offered
to the present holders of the preferred stock, and
only to such holders, and the only conslderation
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which the corporation would accept would be its
own preferred stock, The bonds and debentures
will be negotiable (transferable on the books
of the company only). _

"Please advlise us whether or not in your
opinion the debentures or bonds lssued under the
above-described circumstances should be collater-
alized in accordance with the provisions of See-
tion 7, Article 152ka."™

Under the foregoing factual situation the corporation
proposes to exchange shares of its preferred stock for its
bonds or debentures, or both. It may be assumed that both the
shares of preferred stock or the bonds or debentures have a
fixed face value. In other words, the holder of a share of pre-
ferred stock of the par value of @100.00 would be permitted to
exchange his share of stock for a bond or debenture having a
face value of $100.00, and no monetary consideration would pass
between the respective parties other than the mutual delivery
of the stock and the debenture or bonds.

It is well settled that such a transaction would not
constitute an exchange of personal property. Moreover, it is
well settled that such a transaction constitutes a sale, al-
though made for something else than money, where the property
of one party 1is transferred for that of another at an agreed
or market value, so that one thing 1is received in payment of
the price of the other. In Thornton v, Moody, 2% S.W. 331,333
(Civ.App. 1893, error ref,), the rule was stated as follows.

"The eriterion in these cases 1s whether
there is a fixed price, as a determination of the
value at which the things are to be exchanged. If
there is such a fixed price, the transaction is a
salej but, if there is not, the transaction is an
exchange."

This rule of law was again stated in Griswold v, Tucker, 216
S.W.2d 276,278 (Civ.App. 1940), and McKinn City of Abilene,
550" 8. Wo2a 92k, 935 (Chv.App. 1950, ertor ref: “merier).

It 1s our opinion that, since the transaction refer-
red to in your fourth question constitutes a sale of the de-

benture or bond, it is subject to the provisions of Section 7,
Article 1524a, and must be collateralized.
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SU Y .

Since the provisions of Article 152%a, Vernon's
Civil Statutes, are applicable to corporations offer-
ing for sale and selling in Texas notes, bonds, de-
bentures and other direct obligations of the corpora-
tion to the public, the appllicability of these
provisions, and particularly Section 7 of the Act,
must be tested as to whether each individual transac-
tion constitutes a sale of securltlies or a negotiated
loan. The State Banking Commissioner cannot permit
a voluntary waiver by a purchaser of direct obliga-
tions of a corporation of the collateralizatlon re-
quirements of Section 7, Article 1524%a. :

Where preferred stock 1s exchanged for deben-
tures or bonds, both being of equal face value, such
transaction constitutes a "sale™ and not an "exchange"
of personal property and therefore the debenture or
bond must be collaterallzed under the provisions of
Section 7, Article 1524a, V.C.S. : -

Very truly yours,

WILL WILSON . .
Attorney General of Texas

By @'@,m&
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